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Synopsis:

This matter conmes on for hearing pursuant to the taxpayers’
tinmely protest of the Notice of Deficiency issued by the Illinois
Departnment of Revenue (hereinafter referred to as the "Departnent")
on Decenber 17, 1993. At issue is whether TAXPAYER (hereinafter
referred to as "TAXPAYER') had sufficient nexus with Illinois so as
to require it to include destination sales in the nunerator of the
sales factor of its unitary conmbined return for tax years ending 1989
and 1990 and 2) whether the penalty should be abated due to

reasonabl e cause. Following a submission of all evidence and a



review of the record, it is recommended that this matter be resol ved

in favor of the taxpayer

Findings of Fact:

1. The Departnent's prima Tfacie case, inclusive of al
jurisdictional elenents, was established by the admssion into
evidence of the Notice of Deficiency dated Decenber 17, 1993 for the
t axabl e years ending 11/30/89 and 11/30/90 showing a total liability

due and owi ng in the anobunt of $58,606.00. Dept. Ex. No. 2.

2. For TYE 11/30/89 TAXPAYER (hereinafter referred to as
"TAXPAYER') rented an office in Illinois with a sales force that
solicited sales of TAXPAYER s products within IIlinois. For TYE
11/ 30/ 89 TAXPAYER included all these Illinois sales in the Illinois

sal es factor numerator. Dept. Ex. No. 10. In TYE 11/30/90 TAXPAYER
created COWPANY Supply Co. (hereinafter referred to as "COWANY"), a
subsidiary, and signed an agreenent wth COWPANY which established
COVWPANY as TAXPAYER s sales representative in Illinois. For TYE
11/ 30/ 90 TAXPAYER excluded Illinois sales and was not an Illinois
filer. TAXPAYER filed a unitary return for both 1989 and 1990. Tr

p. 39. In 1990, COWANY was a nenber of the unitary group (Tr. p.
39) which included only the sales conm ssions of COWANY in the

numerator of its sales factor. Dept. Ex. No. 11; Tr. pp. 39, 40.

3. As a result of the audit, TAXPAYER s Illinois destination
sales were included in the sales factor nunerator. Tr. pp. 41, 42
122. In addition, the auditor excluded the conmm ssions from TAXPAYER

that were in the nunerator of COVMPANY's sales factor. Tr. p. 42.



4. During TYE 1989, TAXPAYER owned 100% of the stock of CUSTOM
("CUSTOM') and TAXPAYER Data Products, Inc. ("TAXPAYER Data"), and
various other conpanies. During TYE 1990 TAXPAYER owned 100% of the
stock of CUSTOM Data, COVPANY Supply Conpany (" COWPANY"), PRODUCTS
(" PRODUCTS"), and TAXPAYER Managenent Conpany (" TAXPAYER
Managenent "), and various other conpanies. Stip. 1 1. The list of
officers and directors as contained in Department Exhibit No. 7 is
al rost identical (except for sonme mnor differences) to the list of
officers and directors in the tax years at issue. Stip. T 2.

5. There were commpn directors and officers between TAXPAYER,
TAXPAYER Managenent, CUSTOM PRODUCTS Products, TAXPAYER Data, and
COVPANY. Tr. pp. 157, 158.

6. CUSTOM and TAXPAYER Data were determ ned to not have nexus
with Illinois. Tr. pp. 75, 137. These two conpanies were part of
the TYE 1990 unitary group, (Tr. p. 137) and were not allocating any
sales to Illinois. Tr. p. 137. TAXPAYER Managenent was also a
menmber of the Illinois unitary business group for the fiscal year
endi ng 1990. Tr. p. 139.

7. PRODUCTS, another affiliate, had an inventory in Illinois
and allocated that inventory and their destination sales in Illinois
into the nunerator. Tr. pp. 40, 41; Dept. Ex. No. 6.

8. COVPANY empl oyed nine people out of their office. Tr. p.
177. Since June of 1995, their office has been located at in |Itasca.
Tr. p. 176. Previously the office was |located at North. Tr. p. 177.

9. In TYE 1990, COWPANY, Data, and PRODUCTS all entered into
service agreenments with TAXPAYER Managenent that were identical to

the agreenent attached to Departnent G oup Exhibit No. 3,



specifically what is marked Exhibit H in TAXPAYER s 3/8/93 letter.
Stip. T 4. COVPANY, CUSTOM PRODUCTS and TAXPAYER Data paid this
managenent conpany a fee for its services. Tr. p. 148. COVPANY
entered into a sales representative agreement wth four other
conpani es, nanely, TAXPAYER Manufacturing, TAXPAYER Data, CUSTOM and
PRODUCTS. Tr. pp. 73, 74.

10. The sales representative agreenents states "All orders
shall be subject to acceptance by TAXPAYER and orders which are
accepted shall be shipped and invoiced by the conpany directly to the
cust omer". Tr. pp. 82, 83. The agreenment provides that the sole
conpensation to be received by representative, COVWPANY, from the
conpany for services shall consist of commissions at the rate of
three percent of the net invoice price. Tr. p. 88. These
comm ssions were being paid in the form of interconpany transfers.
Tr. p. 84. The agreement also allows COWANY the right to enploy
suitable and desirable salesmen and other personnel to aid in the
performance of representative services under this agreenent. Tr. p.
85. The agreenents provide in Section 5 that the relationship is to
be that of an independent contractor. Tr. p. 85. Under the terns of
the agreenent, TAXPAYER controlled COVPANY's territory, that is it
coul d increase, decrease or otherw se change it with 10 days witten
noti ce. Dept. Ex. No. 3. TAXPAYER mai ntained the right to set the
prices of products covered by the sales representative agreenent and
could accept or reject any order in its sole discretion. TAXPAYER
coul d reduce the product |ines that COVPANY handl ed. Dept. G p. Ex.

No. 3.



11. The auditor exam ned the unenploynment tax returns filed by
COWPANY (Tr. p. 125) and found they indicated a certain nunber of
people were being treated as enployees of COMPANY for federal and
state unenpl oynent insurance purposes. Tr. p. 126.

12. TAXPAYER was |isted in the 1992 tel ephone book listing at
with an Illinois phone nunber. Dept. G p Ex. No. 3. Such listing
was outside the audit period.

13. At the Departnment's Paranus office and in the presence of
TAX MANAGER, COWMPANY's tax nmmnager, the auditor called COVPANY' s
Illinois office and the receptionist answered, "TAXPAYER, may | help
you?" Tr. pp. 42, 43.

14. In addition to displaying the COVWANY name, the business
cards that COWANY sal esmen used indicated the "TAXPAYER' nane and

| ogo on them No other manufacturers' names are listed. Tr. p. 44.

15. In 1990, TAXPAYER had no Illinois workers or enployees on
its payroll. Tr. p. 75. On November 21, 1989, the |ease that
TAXPAYER previously held as office space in Illinois was assigned to

COVPANY. Tr. pp. 76, 77, Dept. Ex. No. 3. TAXPAYER i nformed the
I andl ord that a transfer was nmade. Tr. p. 76.
16. Line 16D provides that "Landlord's consent to any
assignnent or subletting shall not release the tenant of liability,
unl ess specifically provided in such witten consent. Tr. p. 89.
The | ease also provides "Landlord's prior witten consent shall not
be necessary if tenant assigns or transfers this |ease or sublets the
desired premises in whole or in part to any entity to which tenant
may be nerged or consolidated or to which nay be a parent subsidiary

or affiliated tenant.” Tr. p. 90; Dept. Gp Ex. No. 3.



17. The financial obligations of COMPANY were being paid out of
a COVPANY' s bank account at a Georgia bank. Tr. p. 77.

18. TAXPAYER s headquarters are in Pennsylvania which does not
have a throwback rule. Tr. p. 106.

19. The independent representative agreenment between TAXPAYER

and COVPANY contained the follow ng provisions:

1. TAXPAYER may add or del ete products.

2. TAXPAYER may meke changes in COVPANY's territory
fromtine to tinme at its sole discretion

3. COVMPANY is not allowed to solicit the
sal e of or otherw se deal with any products
whi ch may conpete wi th TAXPAYER s

products.

4. If the custoner returns a product the
representative nust refund the comm ssion to
TAXPAYER

5. The representative or conpany may term nate

the agreenent at any tinme with or without
cause with thirty days prior witten notice.

6. "The Conpany, (TAXPAYER), reserves the sole right
to declare any account an excl usive account
wher eby conmm ssions for sales to this account
are to be paid to the territory where the
order was generated. The Conpany reserves
the sole right to declare any account a
"House Account” and all sales to this account
wi || be non-comm ssi onabl e. In addition, the
Conpany reserves the right to change the
commi ssion rate at any tine upon witten
notice to representative."

Dept. G p. Ex. No. 3.

20. The invoices for custonmer orders are sent from TAXPAYER on
their own invoice forms to the custonmers, the products are delivered
to the custoner by TAXPAYER and the other companies. The custoners
make paynment directly to TAXPAYER or the other conpanies. Dept. Gp.

Ex. No. 3.

Conclusions of Law:




Congress enacted Public Law 86-272 to restrict the power of the

States to tax interstate businesses. P.L. 86-272 provides in part:

For purposes of subsection (a), a person shall
not be considered to have engaged in business
activities within a State during any taxable
year nerely by reason of sales in such State, or
the solicitation of orders for sales in such
State, of tangible personal property on behalf
of such person by one or nore independent
contractors, or by reason of the maintenance of
an office of such State by one or nore
i ndependent contractors whose activities on
behal f of such person in such State consist
sol ely of making sales, or soliciting orders for
sal es, of tangi ble personal property.

15 U.S.C. 8381

Section (d) further provides: (1) the term "independent
contractor™ means a commi ssion agent, broker, or other independent
contractor who is engaged in selling, or soliciting orders for the
sale of, tangible personal property for nore than one principal and
who holds hinself out as such in the regular course of his business
activities; and (2) the term "representative" does not include an
i ndependent contractor."” 1d.

An out-of state conpany is afforded tax inmunity by P.L. 86-272
if the company makes sal es through i ndependent contractors within the
taxing state. "Theoretically, the rationale behind this protection
must be that an independent contractor who receives a fee for his
services is subject to state taxation on that incone. The
i ndependent contractor's tax paynent for benefits received from the
state relieves the out-of-state conpany from taxation." Sweeney,

State Taxation of Interstate Commerce Under Public Law 86-272: A



Riddle Wrapped in an Enigma Inside a Mystery"™ 169 B.Y.U. L. Rev.
169 (1984).

Taxpayer clainms that it does not have nexus in Illinois, rather
that one of its wholly owned subsidiaries, COWANY, is the only
corporation with nexus in Illinois. TAXPAYER mai ntai ns that COVPANY
is an independent contractor and thus, TAXPAYER is afforded tax

i munity under P.L. 86-272. As an independent contractor COVPANY

would be allowed to maintain an office in Illinois and still avoid
t axati on. To determine if TAXPAYER s activities in Illinois are
protected under P.L. 86-272 and thus, immune from Illinois taxation

one nust |l ook to the | anguage of the statute.

To establish itself as an independent contractor one nust neet
the definition of independent contractor as defined in P.L. 86-272.
The statute provides that an independent contractor is a "conmm ssion
agent, or broker, or other independent contractor who is engaged in
selling, or soliciting orders for the sale of, tangible personal
property for nore than one principal and who holds hinself out as
such in the regular course of his business activities." 15 U S. C
8§381(d)(1). Sone courts have determned this definition circular due
to the fact the definition contains the very word being defined. As

a result, courts have | ooked to |local |aw for assistance. See, Herff

Jones Co. . State Tax Comm ssi on, 247 O. 404; Tonka Corp.

Conmi ssi oner of Taxation, 284 Mnn. 185. Fol | owm ng such gui dance it

follows that to establish oneself as an independent contractor the
taxpayer nust qualify as an independent contractor as a matter of
common law, in addition to the requirenments outlined in the statute,

that is; it nust represent nore than one principal, and hold itself



out as an independent <contractor in the regular course of its
busi ness activities.

The first issue for consideration is whether COVPANY can be
consi dered an i ndependent contractor as a matter of common | aw.

The Restatenent provides guidance in analyzing the agency
rel ati onshi p. It provides that: "Agency is the fiduciary relation
which results from the manifestation of consent by one person to
another that the other shall act on his behalf and subject to his
control, and consent by the other so to act." RESTATEMENT OF THE LAW
2d, Agency § 1. What differentiates an independent contractor from
an enpl oyee agent is the degree of control exercised by the principal
over the nethod and details of the agent's performance. 1d.

O primary consideration in the determination of whether a
person is acting as an independent contractor or as an enployee is
the degree and character of control exercised over the work being
done. "The relationship of principal and agent exists if the
principal has the right or the duty to supervise and control, and
also the right to termnate the relationship at any tinme." Dumas v.
Lloyd, 6 IIll. App. 3d 1026 (1st Dist. 1972) guoting Hul ke v.

International Manufacturing Co., 14 Ill. App. 2d 5. "The test is in

the right to control and is not dependent upon its exercise.” Dunas

v. Lloyd, supra quoting Darner v. Colby, 375 IIl. 558. Looki ng at

the case law the Departnment cites one can see that the courts are
| ooking to the amount of control the principal exercises or has the
right to exercise over the agent's day to day operations. The
servi ce agreenent between TAXPAYER Managenent and COMPANY est abli shes

that it is TAXPAYER Managenent with the right and obligation to



handle all of the day to day operations of COVPANY. The nere fact
that TAXPAYER and TAXPAYER Management are affiliated conpanies is
i nsufficient grounds to conclude that TAXPAYER has any supervision or
control over COWPANY's day to day operations. Evi dence of such
control is not reflected in the record.

The Departnment cites Manahan v. Daily News-Tribune, 50 IIl. App.

3d 9 to support its contention that TAXPAYER exercised the necessary
control over COVPANY. The principal in Mnahan had the follow ng
rights: to determine the independent contractor's territory, to set
the prices of +the newspapers, and to change the independent
contractor's territory if desired. G ven these facts, which are
simlar to those in the case at hand, the court in Munahan still
determ ned the newspaper deliveryman to be an independent contractor.
Based upon this record, TAXPAYER does not wield the requisite day to
day operational control that would preclude COVMPANY from being
classified an independent contractor. Further, the agreenent entered
into between TAXPAYER and COMPANY is alnost identical to other sales
representative agreements between TAXPAYER and JBS Sales and
Mar keting and Pacific Four Sales, Inc. See, Stip 13; Joint Exhibits A
& B. Accordingly, these contracts between TAXPAYER and COVPANY
reflect sone degree of armis | ength negotiation.

The second issue for consideration is whether COMPANY
represented nore than one oprincipal in its representation of
TAXPAYER, CUSTOM  TAXPAYER Data, and PRODUCTS.

TAXPAYER and the other conpanies that COVPANY represents
constitute separate legal entities, and thus should be respected as

such. In practice, the corporations maintained separate identities

10



in that they each had systens in place for credit checks, delivery
and invoi cing. Each conpany had a legally binding agreenent wth
COWPANY and the auditor testified that TAXPAYER and the other
conpani es were paying conm ssions to COVPANY as required. These
conmmi ssi on rates were conparable to rates paid to other
representatives. See, Stip. T3; Joint Exhibits A & B. In Illinois,
comon ownership of corporations does not cause the conpanies to |ose
their separate identities and justify them being treated as one

conpany or as the agent of one another. See, Min Bank of Chicago v.

Baker, 8 I1ll. 2d 188, (1981). The Departnent itself acknow edged
that TAXPAYER s 100% stock ownership of the other conpani es does not
mean that the separate conpanies should not be respected.
Furthernore, there is nothing in the record to suggest that TAXPAYER
Managenent shoul d not be respected as a separate entity.

The third issue for consideration is whether COMPANY
sufficiently held itself out as an independent contractor in the
course of its business dealings to satisfy the statute.

The auditor admitted that it is not unusual for an independent
contractor to have its largest vendor on its business cards. Such
was the case here. In addition to the "TAXPAYER' nane and |ogo, the
busi ness cards also bore the nanme "COWANY Supply Conpany" which I
believe was sufficient to put customers on notice that they were
dealing with sonmeone other than the principal, TAXPAYER Furt her,
the record reflects that not only did TAXPAYER invoice and ship
products directly to the wultimte custoner but that the other
principals, nanely, CUSTOV] TAXPAYER Data and PRODUCTS also directly

i nvoi ced and shipped to the customer. Each principal handled its own

11



customer conplaints directly wth the custoner. Such activity
directly put custoners on notice that COVMPANY was acting as an
i ndependent contractor and further that it was acting on behalf of
nmore than one principal. In addition, the custoners nade paynent
directly to each conpany. As far as the custoners were concerned,
COWANY was acting only as a sales representative and not as a
pri nci pal . The fact that TAXPAYER was COVPANY's | argest custoner
does not automatically nean that COMPANY's status as independent
contractor should be disregarded. As nentioned, the record reflects
the parties had a legally binding agreenent and no evidence suggests
that the parties did not adhere to the contract provisions.

Based upon this record, COWPANY has qualified as an independent
contractor and thus is protected under the provisions of P.L. 86-272.

Accordingly, | reconmmend that the Notice of Deficiency be cancelled.

Christine E. Ladew g
Adm ni strative Law Judge
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